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PROCEEDINGS

THE HONORABLE WOQD: I'd like to welcome
everybody here. I'm Pat Wood. I'm joined by Nora Mead
Brownel from FERC and our Staff, Alice Fernandez, Kevin
Kdly, and our newest member who moved from there to here,
Ed Meyers, who is now the head of our office of date
relations a the FERC, which we're glad to have.

And we're excited today to focus on a number of
our continuing panels. Weve had now, as of today, about
10 full working days of hearings, Commissioner and
Staff-led hearings snce October on what isit that an RTO
does, not just what are they and are they independent and
al that, but what do they do, what are the details of
what isan RTO to do to make sure the wholesale markets
actudly work and benefit customers both in the short and
the long run.

Weve identified through that process since
October a number of issues that redly are unresolved, and
| think | would at this point of where we are characterize
those into three baskets. Thefirst basket, of which
yesterday's discussion was a part, iswhat do we mean by
"sandardized.” When we say "standardized market desgn,”
you know, what level of andardization are we taking
about and not. So that's kind of abig question, and

weve certainly had that discusson.



The second one was a discussion we had Thursday
morning on market mitigation, market power tools, what
market mitigation tools are in the toolbox, bascaly, for
regulators, y'dl and us, and the people that administer
the RTOs, what tools do they have to address instances of
market power.

And thethird issueis redly what today's
pand isdl about. Thisismy persond belief. Noramay
have a different one, but in my mind | thought there were
redly three hot-button issuesthat, | think, redly need
to be fleshed out before we, you know, put astake in the
sand and say hereswhat it is that RTOs are supposed to
do, here's how wholesale markets are supposed to work, and
that'sthisissue of planning for the future. What sort
of steps do we take or not take to ensure that there's
adequate reserve capacity in the markets.

And 0 welve got some folksthat | have now
known for probably six or seven years across the nation,
felow commissoners from the sates that have hopefully
thought deep thoughts about these issues, and wed like to
just a this point kind of go through the six of y'dl and
have you actudly throw some thoughts out. They don't
have to be horribly polished. | know Susan. They can be.
But if you want to just put some ideas out there and say

ditto what he said and ditto what she said and hereésa



different thought. Wed like to engage in this debate
primarily because it's something | think -- or rather we
percaive in Cdifornia, certainly one of the issues out
there that alot of us have wondered about is the Sgnd
that the prior market design was sending about building
new generation.

And | know weve had the sameissues. Tom,
you've lived with them, as has Maureen, up in the
Northeastern markets, for along time, and as | think
Midwest opens up, Diane and Susan, you know, that issueis
certainly one that we heard on the conference cal with
y'd| about Sx weeks ago was very criticd. | know Dick,
you and Marilyn, we had dinner that night talking about
some of the issues involving the Pacific Northwest are
different yet again from those that Loretta and others
face in the other parts of the West.

So there are alot of different issues out
here, but | think the core thing I'd like us to get some
focus on by the close of the pand this afternoon is, you
know, what kind of mechanism, if any, should be in place
in an RTO, whether it's the Midwestern or out in the West
RTOs, or up in the East or the South, what type of
mechanisms should be put in place to ensure the kind of
built-in rdigbility that we aways hed in fully bundled

markets. | think that's one aspect of bundled markets



welve dl acknowledged worked well. It might have caused
some overbuilding, but the lights stayed on.

How can we take from that and move to the new
world in away that makes sense, where customers may
actudly save some money or dlocate more efficiently the
cost of what is socid insurance.

So | will just say, as opposed to what's been
reported in the press, | don't have an ideamade up in my
mind about how this ought to come out. In my own home
date of Texas, we purposdly did not adopt one, athough
we thought about it as we waked out the door. My
colleague, Judy Wdsh, and | basically, as parting gifts
to the Commission, said y'd| better think about this. We
have a 32 percent overbuild now, or in 2004, but you
better have something in place for when the power plants
get retired and put to bed.

S0 it's happened everywhere, but it's kind of
going in different directions. 1 know when we got to the
FERC, one of the things we saw was even within the
Northeastern region aone, the capacity requirements were
going inkind of different directions, just even with
neighboring ISOs. So theres alot of thought out there,
and wed like to mine your wedth of thought on these
things, fdlow commissioners, and see what we come up

with.



So with no further ado, I'll turn over to each
of the 9x state commissioner colleagues for some
thoughts, and then well kind of go from there. So Susan?

THE HONORABLE WEFALD: I'm Commissioner Susan
Wefdd from North Dakota. Thank you for this opportunity
to address the Commission. | want to begin by saying that
I'm astrong advocate of enforced generating reserve
requirements. There needs to be strong oversight, now
that competition among utilitiesisreplacing the
cooperation that used to keep the lights on.

Some advocate |leaving reserve requirements to
the market. They say that the market will produce
adequate generating cagpacity without regulatory
interference. They think that market price increases that
result when supplies tighten will cause supply increases
aufficient to avoid shortages.

| disagree. Firg, | do not believe that
market price Sgnadswill occur intime to avoid
eectricity shortages, consdering the long lead times
required for new congtruction. Long lead timeswill dso
prolong shortages and the resulting high prices.

Second, market sgnals would require faster
responses than could be provided by projects that require
longer lead times, thus further increasing our dependence

on naturd das-fired aeneration.



And findly, as aconsumer, | do not want to
pay the increased prices necessary to send market Sgnas
for more generators. |'ve dready seen what can happen to
market prices when dectric supply istightened. That
means that the question in my mind is not whether reserve
capacity obligations should be imposed, but rather, who
should impose them.

Traditiondly, generation reserve requirements
have been set by the NERC regiond rdiability councils.
Looking ahead toward likely consolidations of rdliability
regions, | have red concerns tha negotiations might
yield compromises in reserve requirements. For instance,
amgor issue in the now-defunct MAPP/MAIN merger was
whether to continue with existing MAPP financid pendties
for reserve obligation deficiencies. Should the FERC
impose RTO-administered reserve obligations?

Thereis definitely arole for regiond
coordination or state/federa cooperation across regions.
Presently, al dectric utility companiesin our region
are voluntary members of MAPP. We do not believe the FERC
has rdidbility juridiction over dl of the utilitiesin
our region. Absent that jurisdiction, it may be
preferable for the FERC to wait for a more comprehensive
legidative solution.

All markets should operate under uniform



requirements so that no individua participant or region
isdisadvantaged. FERC-imposed requirementson RTO
participants might dso serve as a disncentive for
nonjurisdictiond entitiesto join an RTO.

What form and mechanisms should reserve
obligations take? If the FERC were to impose reserve
obligations, then | suggest something Smilar to what's
being done in MAPP, where we have long enjoyed exceptiona
reliability at reasonable prices.

MAPP's generation reserve sharing pool, GRSP,
has been in effect snce MAPP was formed in '72. The GRSP
provides a sharing of MAPP regiond generating reserve
requirements, thus decreasing costs to consumers without
compromising reliability. North Dakota, dong with lowa,
Minnesota, Nebraska, and South Dakota, dl rely on MAPP to
ensure adequate generating reserves. This helps our
multijurisdictiond utilities by reducing the likelihood
of different reserve requirements in different
jurisdictions.

Last summer MAPP created areserve task force
to examine the future of generation reserve sharing in
view of industry restructuring. The task force
recommended, among other things, enforced planning reserve
requirements should be continued. A copy of the task

force's report, which includes detailed discussons of the



MAPP GRSP with comparisons with requirements in other
regions, can be found on the MAPP Web page, which is
referred to in my document.

MAPP imposes areserve capacity obligation on
each load- sarving entity sufficient to ensure aloss of
load probability of one day in 10 years. The RCO is
currently set at 15 percent of each entity's maximum
annud load. A new loss of load probability study thet
includes the impact of transmission condrantsis
scheduled to be completed in October 2002.

MAPP has a before-the-fact accreditation
process for certifying capacity resources. The process
relies on verified sdf-testing of generators and includes
averification of firm transmisson service for
accreditation of capacity purchases. Therearedso
procedures for accreditation of capacity for wind
generators and interruptible demand- side resources.

MAPP enforces its RCO with financid pendties
assessed againgt |oad- serving entities whose reserves fal
below 15 percent. MAPP's staff perform the after-fact
seasond audits, and GRSP participants found deficient are
required to compensate compliant GRSP participants
according to the rates set forth in the MAPP service
schedule B. Thus, the schedule B rate tendsto serve as

an effective cap on MAPP capacity purchase prices.
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MAPP schedule B is presently based on the cost
of condructing a new combustion turbine that's set at
$45,000 per megawatt per season. However, the MAPP
reserve task force has recommended that 45,000 may not
provide enough incentive for developing new resources.

Prior to May 1, 2000, the schedule B rate was
Set based on the cost of baseload units and exceeded
$90,000 per megawatt per season.

MAIN has a somewhat smilar capacity reserve
sharing program, but with an 18 percent reserve
requirement and no enforcement provisons, MAIN has
experienced eectricity shortagesdue at least in part to
noncompliance with reserve obligations. | believe MAIN's
problems in mantaining its reserve margin heped
demongtrate why adequate enforcement of reserve
obligationsis criticd to regiond reiahility.

MAPRP is unique compared to most other NERC
regions because generators that are down for maintenance,
forced outages, et cetera, do not lose their accredited
capacity rating. When outages occur, utilities must
contract only for replacement energy. Not having to
replace -- not having to purchase replacement capacity
provides savings for both utilities and their customers.
However, large spikesin MAPP's energy prices have

occurred when plants have aone down unexpectedly.
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A FERC Staff capacity reserve paper issued this
past fdl discusses the ingalled cagpacity ICAP payment
sysem in the Northeast. |CAP has reserve obligations for
both capacity and energy with enforcement pendties that
effectively cap market prices for both capacity and
energy. It gppears that something smilar may be possble
for addressing price spikes nationaly.

Thank you.

THE HONORABLE WOQOD: Thank you, Susan. Tom

Welch from Maine.

THE HONORABLE WELCH: Thank you. It'sa
pleasure to be here. I'm from the other Maine. We
actualy have a surplus, not necessarily dueto any
capecity ruleswe have in force a the moment.

The question you've asked us is whether the
Commission should require RTOs to administer aregiond
long-term capacity obligation in wholesde markets, and if
30, what form that obligation should take. The short
versons of my answer are yes, in aform that ensuresthe
dollars you collect from market participants to ensure
adequate capacity actudly go into the pockets of people
who are subject to enforce the obligation to provide that
capacity when you need it. The longer version of those
answers follow.

| think that the debate amona economists about

12



whether the energy market alone can provide adequate
incentives to ensure sufficient capacity to, say, a
workably competitive dectricity market, isintellectudly
interesting, but politicdly unprofiteble.

The problem of whether there is adequate
capacity isnot just an economic question, itisa
fundamentd -- it isaso fundamentadly apaliticd
question. Whether a smoother price and supply curve
produces a better long-term alocation of resources or
not, | do not believe the public will leave public
savantsin office for long if the lightsgo out. Thus |
have concluded that for the foreseesble future, thereisa
governmenta respongbility to keep an eye on the future
and ensure, to the extent possible, and not just assume,
that adequate capacity will exit a dl moments, and not
just on average.

Put another way, the public is entitled to have
areasonable level of assurance that their lives will not
be interrupted or disrupted, as they have occasiondly
been when capacity is inadequate, even for a short time,
by the effects of Adam Smith'sinvisble hand.

The public's problemis not that Mr. Smith's
hand exigts. Its existence worked quite well in agreat
many markets for most of thetime. A mgor part of the

problem in today's dectricity market is that the public
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does not have an effective means to see the hand coming
and take evasve action. At least in the near term, we
need some form of capacity market to help assure the
public that we will have adequate dectricity capability
to provide reliable service. In the longer term, we need
to make certain that customers have opportunities for
effective demand response so we don't fal in the trap of
purchasing far more capacity or rdiability than customers
want or are willing to pay for.

| don't know, frankly, whether evenan
effective demand response regime would completely
eliminate the need for a capacity market. For that
reason, I'm going to focus the remainder of my comments on
what | think that cgpacity market might look like.

Any mechanism to ensure adequate capacity
should mest at least two objectives. It should interfere
minimdly in a competitive market, and it should ensure
that you get what you pay for. Those of you who have read
Main€e's pleadings in various | CAP dockets are probably
aware, that at least in our view, ICAP in its various
incarnaionsfalls the second test miserably. InICAP
markets the money goes to people who, because they don't
exig in generation, have every incentive to create
shortages of capecity rather than firms that will build

the sarvices needed to sustain a competitive eneray
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market.

Asan dternative to ICAP and as amodel for
the kind of market | believe the FERC should direct the
RTOsto create, | suggest the following, and forgive me
for the details. The RTO, with appropriate market
participant input, would develop projections of need for
one, two, three, four, five yearsin the future. The need
for capacity could be subdivided into various categories,
such as quick start and baseload and the like.

Second, the RTO would then invite bids for each
year for commitments to have a certain number of megawetts
of capacity on-line providing energy. Bids could be for
specified payment, perhaps coupled with a commitment for a
committed energy priceto be bid. For five years out,
bids would be accepted for up to 20 percent of the need;
for four years out, 25 percent; for three years out, 33
percent, and so forth.

Each year, the remaining need is auctioned.

That is, in the second year of theinitid five-year

period, one quarter would remain and be put out for bid.
Projections would be revised for each year of the capacity
load. So for example, if the need in 2007 was 100
megawatts, in the year 2002 you bid out 20 megawatts. In
2002, if it were 160, if you revised the estimate needed

in the second vear, voL would take what you aready aot,
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subtract that from the totd and bid -- so a quarter would
remain, and so forth.
| think thiskind of adjustment mechanism would

minimize, though | fredy admit not diminate, the

estimation errorsthat plague the interpretation of PURPA.

Once the bids were awarded, the cost of payment
would be collected by the RTO from the market
participants, most logicaly from load-serving entities,
and held in escrow until the plant began ddivering energy
a rated cagpacity during the year for which the bid was
awarded. In my example they'd actualy get the money in
2007. If there's sufficient concern about supply
diversity, bids could be done by plant type with
reservations for those run by fuels other than gas, or
whatever fuels seem to be threatened, and frankly, this

might be apolitical aswel asan economic cdl. The

Commission could combine the system with a cgp on bids for

energy and ancillary products to be in force whenever
thereis a declared shortage which would normdly be the
opening four or something smilar.

If generators know the cap isin force, they
will adjust their bids for commitments and build or
maintain cagpacity accordingly, and should not be able to
complain that they cannot recover capita costs from the

market. | tend to favor this kind of triqoered cap.
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because | dtill have not figured out otherwise how to
limit prices to what, by anybody's definition, would be
economicaly appropriate in periods of scarcity.

Asthe Commisson is aware, generators know
they must run for reiability purposes, bids are
congtrained only by the bidder's patience to endure
politica embarrassment.

There are, of course, variations of ICAP
capability markets that in concept tend to converge with
the gpproach I've described. 1f ICAP payment islinked to
apaticular delivery at a particular time, and is coupled
with afixed price cdl option on energy, the effect of
the models are somewhat smilar. Moreover, | don't
pretend the specifics of what | propose would clearly
produce the best possible capacity market.

Themodd, | think, does have some virtues,
indluding built-in adjustments for changing conditions.
It looks far enough ahead to ensure there's sufficient
time to build the needed facilities, provides the security
of afuture source of cash to dlow financing for plarts
who may need it, gets the money to the people who will be
providing the capacity when and where needed, and not
least, provides a structure under the supervision of the
Commission that will assure the public the regulators and

RTOs are actively ensuring that the liohts will stay on,
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not just today but next year and the year after aswell.

THE HONORABLE WOOD: Maureen?

THE HONORABLE HELMER: Thank you, Chairman.
I'd dso like to talk about ICAP and our experience in New
York, and I'd like to spend about two minutes talking
about what we've seen as some of the positives and some of
the negatives, and a that point | will have totaly
exhausted my knowledge and understanding of the subject.

There are some differences, | think, in the way
ICAP isadministered in New Y ork, and | think there are
some plusesin the way it'sadministered. Having said
that, there isaworking group that is working between PIM
and New Y ork and New England, because admittedly there are
problemsin each of the regions, and | think at this point
they've been trying to see what is the best practice with
respect to ICAP, and to try to movetoward it. So as|
discussthis, it's with the undersdanding that alot of
these issues are till under review.

| would agree that there is a problem when the
economics of ICAP or, excuse me, capacity shortages,
collides with the politicd, but | would dso argue that
it collides with the engineering, and I'd like to get into
that aswell.

Frg of dl, let mejus give you abrief

explanation of how ICAP worksin the New York ISO. AnLSE

18



has to provide for 118 percent of their projected needs.

If that LSE does not do that, he has two choices: he can
either go into the | SO-sponsored auction, or he can pay a
deficiency charge. The deficiency charge, which is
somewhat, | think, close to what Tom was talking about, is
agpproximeately the price, with areasonable incentive, that

it would take to build anew pesker. Soitisadefacto
cap, but only on the capacity sde. It's not an energy

cap.

On the generator's Sde, once agenerator has
agreed to provide ICAP, that generator hasto bid into the
day-ahead market every day. Now, it does not have to bid
into the market at aparticular price, and S0 if the price
that that generator bidsin is not accepted, that
generator isfreeto sdl outsde of the ISO. Having sad
that, | think it makesit clear that the role of ICAPis
purdy for riability. It's not intended to be aprice
control mechanism. It is drictly there to make sure that
machines are there when they're needed to be there, when
they're called upon by the |SO.

The question has been raised does this, in
fact, ensure investment in new generation, or isthisjust
apayment to old players who have been here hitoricdly.
And | would argue, and | think, certainly the generators

in New Y ork agree, that without |CAP pavments to cover
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some percentage of their codts, it would be very difficult
to fund, to finance peakersin New York State or, for that
matter, anywhere. If an ICAP -- if agenerator had to go
into the market, into the energy market to cover its fixed
costsand dl of its other costs on two or three or 30 or
40 days a year, the pricesthat it would have to bid into
that market would be very high. Presumably, if you were
going to get rid of the ICAP market, you'd dmost
certainly have to get rid of the $1000 per megawatt-hour
cap that's on the market.

And if these engines were to go into the market
and bid at, for example, $10,000 aday on the smal number
of daysfor the year that they have to recover dl of
their costs, that would send the market-clearing price for
everyone through the celling. Andin New Y ork, when we
have serious days where prices go very high in the energy
market, we are talking, in asingle day, hundreds of
millions of dollars. So thisis no smdl potatoes.

Another point which | don't think has been
covered o far isthe fact that the ICAP process does
dlow for the orderly and reliable scheduling of
maintenance outages. This might otherwise threaten
reliability, especidly in times of short supply, aswe
have right now. And thisistrue not only for the summer

peak periods, but also for the shoulder periods of the
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soring and the fal, which are very popular in terms of
maintenance.

One of the concernsthat | think we do havein
New Y ork and which has been dluded to by, | think, both
of the previous speskersis the issue of market power. We
do remain concerned about market power in New Y ork with
respect to ICAP. Weve seen at least one incident which,
a least there was a suspicion that market power was
asserted.

A couple of pointsin those regards. Firg of
al, as| mentioned earlier, the deficiency price does act
as ade facto cap with respect to this. Andsoitis
incumbent upon the SO to make sure that the deficiency
price is areasonable price, again with sufficient
economic incentive for the building of new generation.

The other issue, though, is that if market
power is exerted in the ICAP market, then it is, first of
dl, easier to detect, and second of dll, the impact,
because it's not on the energy market, is not as greet.

In New Y ork, we have gone actudly to what's
referred to asa UCAP. Wetdk about ICAP genericaly,
but a UCAP, which is smilar to what's used in the PIM
areg, isactualy ICAP adjusted for a generator's forced
outagerate. So this gives a better sense of exactly how

available that aenerator is over the course of the vear,



and then rewards that generator in a proportional manner

s0 that you are paying more for ICAP for machines which
are more reliable and less for ICAP for machines that are
lessreliable.

And so what this doesis for someone under a
UCAP system to gain, they have to essentidly affect their
behavior over a 12-month period, because UCAP is based
on -- adetermination of what their forced outage rateis
based on an historical 12-month period. So they would
essentidly have to affect their behavior over that
12-month period, as opposed to, in the energy market,
where a generator can just take afew key days to pretend
to be out or, you know, whatever they happen to be doing
to take themselves out of the market. And again, thet --
those couple of days can mean hundreds of millions of
dallarsin terms of impacts on consumers.

With thet, | will turn it back.

THE HONORABLE WOOD: Thanks, Maureen. Dick?
I'm sorry. | missed Dave Mead from our Staff dso when |
was introducing.

Dick from Washington.

THE HONORABLE HEMSTAD: Thank you. Loretta
Lynch and | are what are called the survivors of the
turmoail in the West for the past couple of years. That

is, both of us or the pand heretoday. Inthe West, that



turmoail has resulted in consumers who have been sorely
abused, utilities, both the publics and the investor-owns,
have tended to destabilize, and with declining
creditworthiness across the West, reliability has been
undermined, and literdly billions of dollars have been
sucked out of the western economy with no benefit. So
that's where we find ourselves as we move down this
trangtion to a new period.

If | have any cautionary urge, to the
Commission, it isto say you better proceed cautioudy,
with sgnificant warp speed, to change. We have to get
some sense of normacy back into the regulatory
environment with the utilities that we regulate, and
therefore, | think incrementad rather than revol utionary
change ought to be the framework for the generd
discusson of where thisindustry goes.

| can't gpeak to the rest of the country. |
think | can speak generdly about the West, more
specificadly about the Pacific Northwest, and quite
specificaly about the state of Washington. And so my
commentsredly are looking a the West, whichisan
interconnection that, for dl practica purposes, is
disconnected from the rest of the country, and the issues
there can be quite different from what you find in the

rest of the country.

23



But in Washington, we continue to have the
traditional modd of retall utilities, that's public
sarvice companies, fully bundled, that plan for and
acquire physica and contractual resources to meet their
retail obligations. | have read the Staff paper, and at
least to meit is unclear whether it isaddressng -- in
addressing question of capacity resarves, if itis
addressing operating reserves or planning reserves, or
whether it is addressing once again the other -- operating
reserves being the issue of the security of the system for
reliability. Planning reserves, the longer-term ability
of autility to meet itsretail load obligations.

Now, Washington and, | think, essentidly the
entire West is not a part of the tight power pool asisto
be found in the East. In the Pacific Northwest, we have a
hydro-based system that is most limited by energy
production, and it is not capecity limited. The Staff
paper seemed to focus on issues relevant to the tight
power pool, pools of the East that are capacity-limited.

Now, with regard to the operating reserves, at
leest inthe weg, it is addressed by the rigbility
council, the Western System Coordinating Council -- now
weve dl been in the Western Electric Coordinating
Coundil -- and that affects the standards applied in the

entire Westerr interconnection.
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The standards are applied by the control aress,
many of which currently are the retall load-serving
entities. The sandards historicaly have been voluntary.
The West has evolved into a contractua system for
mandatory imposition of sanctions, and of course, | can't
address asto FERC but rather to Congress. The one thing
Congress could and should do to enhance the rdiability of
the system is to pass legidation thet dlows the
mandatory imposition of rdiability sandards with
sanctions that can be imposed.

On the other hand, planning reservesin
Washington and, | think, throughout most of the West are
the responsibility of each uiility. In the Pacific
Northwest, the power adminigtration fulfilled that
function redly for the smal publics and the PUDs, as
they addressed that question of load growth. The
investor-owneds and the large publics do their planning
reserve andyss, and they arrange for physica or
contractua resources to meet the loads and -- their
growing loads. And it seemsto usthat this utility role
IS quite gppropriate.

The utility has the legd obligation to serve
itsload and to build or to buy whatever resources that
are necessary to meet that obligation. And in the Pacific

Northwest, both utilities and nonutility developers are



currently building new generation, and this seemsto usto
be a hedthy mix. We aso have the Northwest Power
Planning Council that does regiond planning for both the
supply sde and the demand Sde to ad utilitiesin ther
resource decisions that they make.

Now, the punch line here, it ssemsto me,
giving the planning reserve respongbility to some new
regiond entity, presumably the RTO, would only add
confusion and undermine the utilities responghility to
arrange for sufficient capacity and energy resources.
RTOs -- assuming they are going to go into effect -- have
respongbility for transmission, operation, and adequacy.
They do not have, and ought not to have, responsibility
for generation adequacy. So | would encourage "one size
does not fit dl" gpproaches to assgning reserve capacity
to the RTOs or other regiond entities. And if that were
to be done, that would be unfortunate. | don't see how it
would be workable in the West.

The Staff paper dso discusses demand response
issues. Our consensusis DSM definitely works. Our
utilities carried substantidly reduced load in the
critica period we went through in the last year.

Programs were implemented by the utilities after review
and gpprova by the Commission in our Sate and in other

states. It seemsto methisis fundamentaly aretail
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issue, in coordination with other utilitiesis beneficid,
but it should Stay aretall serviceissue.

There's been some suggestions in the past
couple of yearsthat there ought to be a broader market
for retall customersto offer demand reduction asa
wholesde power product. | just Smply emphaticaly say
thisisnot to usagood idea. Retail customers have
nothing to sl to third parties. They may have something
to sl back to thelr utility thet is providing that
bundled service, but even if you can get over that hurdle,
it s;emsto usto undermine a utility's ability to plan
and operate its system to meet itsload, for example
through buy-back programs, if that is appropriate to ded
with demand response.

S0 just some comments -- 1I'm not going to
answer dl of the questions, because | think my
description answers various of them. But thefirst one,
whose job isit to ensure reserve adequacy? To us, the
answer isthe utilities, with the oversght of the sate
and, in the case of public utilities, loca regulators.
Thereisno need for anew federd role, and thereisno
need to pass this off to an RTO. Again, RTOs are supposed
to ded with transmission, not generation.

Jumping down to question 5, which talks --

addresses -- asks the question about an adequate,
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apparently region-wide, demand response program, which |
don't think, at least in the Wegt, is and our response to
that, it seems to me the question iswrongly asked.

A better question might be, should the demand
response resources count toward compliance with an
operating reserve margin sandard? The answer to that
question is yes, s0 long asthey can be dispatched with
the same certainty as physicd or contractua power
resources.

And so what is the appropriate ba ance between
demand and supply resourcesin meeting long-term and
short-term reserve requirements? Again, thereisno
sngle answer. The mix depends upon the cost and the
characteridics of the resources. Thisiswhy utilities
do the planning for aresource portfolio. State
regulators review the decision utilities make based on the
plan the utilities develop.

Again, there seem to be some confusion about
what the reserve requirement means in that question. If
the RTO become the region's control center, that -- that
would likely seem to be the case -- it would need to come
up with the most economic and reliable mix of supply and
demand resources to meet operating reserves. Again, the
RTO should have no role in the development of planning

reserves. The RTO is supposed to operate transmission,
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not generation.

Findly, how much excess reserve is enough?

There would seem to be no perfect answer to that question,
but the reserve requirements for operating reserves set by
the reiability councils, a least asit has worked in the

West for the past 35 years, seemsto have functioned
reasonably well.

THE HONORABLE WOOQOD: Thank you, Dick. Diane
Munns from lowa.

THE HONORABLE MUNNS: Thank you. | think I'm
going to have some disagreements with some of the things
you said so that might start the debate.

| tdll people | garted in thisbusinessin
1983. We had six or seven lowa-owned, lowa-based
utilities. They dl sarted with the name "lowa" They
owned their own generation. They had a 15 percent
reserve. We had MAPP involved. They did coordination to
ensurerdiability. We had aredly nice sysem that
worked, and we had excess capacity. So life was very good
for dl of us

Weve had four mgor events happen since the
early '80s. Weve had the wholesae markets open to
compsetition. Weve had a consolidation of our home-grown,
home-based utilitiesinto regiona and nationd players.

Some states have restructured, other states haven't



restructured, and our excess capacity is gone.
Sowhen | look at thisoverdl question, |

think the question is not do we need to have adequate
reserve margins, but how do we ensure those in light of
the changes that | just talked about, and | believe that
thisis not a gate-by-date issue, but aregiond issue.
| dso believe that it's not a generation-only issue, but
a0 atransmisson issue, a new technology issue, and a
demand response issue.

With respect to generation, our generation
needs are being looked at by individua states and not by
theregion. That's traditiondly been our role. We want
to make sure that the resdents in our state will have
adequate capacity. So we each, as astate, push to
encourage tha generationisbuilt. But we don't know how
much is currently being proposed and will be built in our
region. | know what's going to be built in my gate. |
don't know what's going to be built in the other states
around me.

As| sad, I'm not sure we have agood handle
if we look at these asregional markets. We may come out
of thiswith excess capacity, like last time we went
through the building in the late "70s and early '80s.
Maybe that's not dl bad, but we have to look a who will

pay for that, and will sates who have not restructured
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pay to assure that there are reserves in those states that
have.

Next | want to talk about transmission. |
don't think any of thisworks if we don't have the ability
to move the power regionally to make the best use of our
resarves, and tha means building transmission lines and
streamlining our procedures so that we can get
trangmisson built in atimey manner to figureit into
the solution to the problem that were talking about here
today.

Theres dso new technology solutionsto this
capacity and reserve issue, such as distributed
generation, and findly, the other thing we've been
discussing here, which is demand response. Sending price
sgndsto control usage and the ability to shed load asa
part of our reserve marginsisavadid part of the
solution to ensuring rdiability. | believe dl this
points to the need for regiona approaches and regiona
coordination. Now, the way that we're set up iswe have a
federd government and we have state governments. We do
not have regional governments. And | want to be very
clear here, | don't think this should go to Washington,
but there will be, and there currently is, a push to
federdize this sysem. There will be a push because

there will be adesre for sandardization. Therewill be
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adedre for one-stop shopping, one forum, and aso for
Speed in getting dl of this done.

But onething | do agree with Dick onisthet
there arelocd and regiona differencesthat can't be
captured if decisons go to Washington. So | think now is
the time for usto learn how to act collectively within a
region to share our jurisdiction in order to design
regiond solutions. The FERC that we have here today
wants to set up a cooperative relationship, federd/date
relationship, with us so that we can leverage dl of our
capabilities. | think the regiona panels and discussons
like this are the first step but that we need to
ingtitutiondlize processes so that we can collectively
work on these issues regiondly. Capacity reserves should
be one of these issues. | think it certainly isa
solvable problem, but it should be approached on a
regionwide basis.

THE HONORABLE WOQOD: And last but not least,
Loretta Lynch.

THE HONORABLE LYNCH: | just want to know,
snce we're the winners of the Survivor, Dick, whether we
get our million dollars. All I know is Cdifornia keegps
paying.

THE HONORABLE HEMSTAD: WEell glit it.

THE HONORABLE LYNCH: | concur in Dick's
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comments in most respects, and | would caution everyone
to, before we make huge statements, to learn from the
lessons of higtory. Certainly | was not involved in the
Cdifornia restructuring experiment from '92 to '96, but |
have been involved in the mopping-up effort that that
restructuring experiment has left us. And when | go back
and look at the promises and predictions and projections
that my predecessors and othersin Cdiforniamade in that
time frame, you just have to want to honestly shout to
them stop, don't you see this pitfal and don't you see
that pitfal, because it was al supposed to be Nirvana
we're going to have 400 ESPs and dl sorts of energy
providersin Cdifornia, and that's not how it worked out.
And clearly, when you read the legidative
history of the Federd Power Act, | seeit soldy
pardlels from the markets of the '20s and '30s nationdly
to the marketsin Cdiforniain the late '90s and the
early turn of the century, that | want to take those
legidative history books to the folks who designed our
system and say, did you not read this before you put the
sysem in place? And then, of course, when you look at
al the projections in both Cdifornia supply needs and
capecity abilitiesfor Cdlifornia over the past decade,
al the onesthat have been projected over the past

decade, it's clear that everybody was off the mark.
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Nobody foresaw the growth of the Silicon Valey and the
electricity consequences of that or the advent of the 1SO
and what that meant or the success of Cdifornias energy
efficiency and conservation measures.

So | would just caution everyone, when you're
doing long-term planning, the Cdifornia experience has
been you gotta make sure that you plan in adjusments as
you go, and I'm becoming much more of an advocate of
incrementa change rather than mgor market change so you
can stop the runaway trains before they dl collide a the
gation, which isredly what | think hgppened in
Cdifornia And that painful experience redly does, |
think, cause dl of us, and certainly Cdifornia policy
officids, to examine the myths of the Cdifornia market
and what happened in Cdifornia so we can understand what
redly went wrong and how to fix it.

When | look at how we need to fix the market, |
cometo the -- what | call the "hole in the bucket"
problem. We\ve got this big bucket of supply, and
everybody saysif you just pour enough water in the bucket
tofill it and maybefill it to overflowing, wed be fine.

The problem | seeiswe had a hole in our bucket, and that
hole was caused by ether lax market rules or market
manipulation, whatever you want to say, but the hole went

from apin prick to agash. So we kept fillina supply.



Cdiforniadid agreet job in both demand-sde management,
energy efficiency, and additions to supply, such that we
had 47,000 megawatts of ingtaled capacity last summer,
not counting the munis which had even more in excess, and
our peak last summer was a 41.1, 41,000 megawatts of peak
demand, and even then we had problems, even with that kind
of reserve.

Now, just an asde, the Energy Commissionin
2000 was projecting that we need 55,000 megawatts for
2001. So you can see how far off that projection was off
only eight years ago. What do | think happened? | think
withholding happened. Y ou can have atotdly filled
bucket, and if you've got folks withholding power, then it
doesn't matter how much you pour into that bucket.
Frankly the FERC saved Cdiforniawith their order last
summer, because that hel ped set boundaries to at least the
withholding problem thet we experienced in Cdifornia, and
of course, the blackouts that California experienced did
not occur at times of peak demand. Our blackouts occurred
in December, January and March and May, certainly at times
when we were |ess than 40,000 megawatts of demand.

So we had alot of supply in those periods of
time. The problem was the way the market was structured
and the ability of folks to keep their power off the

market such that even thouah we should have been totdly
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covered, and at times we had blackouts when we had 30,000
megawaitts of demand, and we have 47,000 megawatts of
ingtdled capacity. That should not have happened in a
functioning market. So when we tak about how do we make
the market work and how do we ensure adequate supply. One
way isto make sure that the stuff that can run does run,

or thet the things that are dready built actudly

provides cgpacity into the market rather than gaming into

the market. Many people argue, of course, that long-term
contracts are the answer, and I'm here to tell you

long-term contracts are not Nirvana, and just be careful

what you wish for because you may get it. Infact, inthe
height of -- when Cdiforniahad agun to its head before

the current members of the FERC intervened to provide
appropriate boundaries to our market, Caiforniawas

sgning contracts where we were going to pay fiveto 10
times the cost of building a plant, five to 10 times the

cost in capacity payments done. At that point, | think
everyone would agree, that that is not a solution thet's

going to work for anybody's economy.

So what do you do? How do you reshape that
bucket and patch up the holes? From my perspective, and
when | look a what went wrong in Cdifornia, clearly one
of the big problems was that the state stepped back in the

'‘90s from moldina and shapina the sze of the bucket and



just said hey, we're not going to do that, someone eseis
going to do that, and it was only when the state stopped
integrating our transmisson needs with our energy

efficiency programs with guiddines about how and when and
where to build plants and what kind of plants, that's when

it sarted to fdl gpart in Cdiforniain terms of

capacity.

That's when people started gaming the building
system in Cdifornia, and many people have argued that
it's redly the environmentd regulations that contributed
to alack of supply in Cdifornia, but in the '80s, under
the same environmenta regulaionsin Cdifornia, we built
18,000 megawaitts of supply, and in the '90s obvioudy we
built much, much less than that. | would argue that it
was redly the state stepping back from its appropriate
and proper role in designing integrated resource
management planning and dso in making, ensuring that we
had adequate transmission systems that contributed to any
possible lack of supply.

So | think that the questions that were asked
in the Staff paper al point to what isthe FERC's
gppropriate role in ensuring adequacy of supply, and I'll
say obvioudy, one of the things I'm the most grateful for
istherole that FERC has dready played in the must-offer

order and in ensuring that folks who have supply, in fact,



useit and Cdifornianeedsit. But | believe that the

most preferable role for FERC isin essentidly the
protector of the shape and size of the bucket, meaning
that no matter who has the respongibility for obtaining
supply -- and | agree with Dick that that respongbility
should be placed most gppropriately on the utility for dl
the reasons that Dick articulated, | do think that FERC
must ensure that the bucket stays strong and theré's no
hole in the bucket through preventing sdller's sde market
power, through preventing the kind of gaming that may well
have been dlowed in the Cdifornia market or the
arbitrage opportunities that may well have been dlowed in
the market.

So it's clear that anybody, every market needs
amarket cop, and | just -- once again, | know | thanked
you dl before, but it's very clear to methat what
changed sgnificantly in Cdifornias market was actudly
not the building of the extra 2000 megawaitts or the
phenomendly successful energy efficiency measures that
Cdiforniaimplemented this last year. Those helped, but
what redly contained the Cdifornias market was the
Chairman and Commissioner Brownell and the other FERC
commissioners, Commissioner Bresthitt and Commissioner
Massey stepping in and bounding the market appropriately

asthe market cop. From that perspective, | think that is
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the highest and best use of FERC'srole, asweve seenin
Cdiforniain terms of adequacy of supply. We can have as
much water in the bucket as we want, but if the hole's

big, it doesn't matter, because you can't ever fill a

broken bucket.

THE HONORABLE WOOQOD: At thispoint, | thank you
al very much. Well kind of pick up on that in a second.

If there are, from our state commissioner colleagues, any
other thoughts other than what the panelists here have
thrown into the mix before we start, I'd encourage you to
come up to the mike, the state commissioners, if you have
any other thoughts on the capacity planning obligation or
any other thoughts you might have heard. Thereis--

THE HONORABLE DWORKIN: Wédll, thisonel
actudly do cometo, if you will, praise FERC and not to
bury it, because in al seriousness, | think that over the
course of the last year, some very good things have been
done and faced, and | want to begin by saying that aforum
on thistopic in this place is a greet, good thing.

AsMaureen sad, in agtraight dollars and
cents way, thisis an area where you can move hundreds of
millions of dallarsin aday, but one afternoon alittle
while back when New England hit $6000 a megawatt- hour,
there was more money at stake than dl of the issues of

seams, dl of the issues of gandardization, dl of the



Issues of trangmission investment. Hereis where the regl
dollarsare, and it lies in the intersection between
capacity, capacity shortage, withholding, and where the
market price goes.

The pragmatic fact that when FERC took a
laid-back, hands-off attitude toward the wholesale market,
the prices rocketed, and when it indicated that it was
going to enforce one way or another some mechanism of just
and reasonable rates, prices were controlled. It'sa
phenomenon in which billions of dollars have been affected
srongly and pogitively. The active role of understanding

that markets need rules and that rules need enforcersis a

phenomenon that nobody can or should escape from, whatever

theindividua desireswe might have to dl do our own
thing.

Moving from that to the capacity issue, | want
to suggest that the Staff paper in this case puts the
finger on some very important, pragmatic things, such as
the distinctions that Tom and Maureen both mentioned,
between rewarding bringing on new capacity as opposed to
paying for what's dready in the ground. It meansa
necessity to recognize that bilaterd contracts are going
to go only so far in solving this problem, because, by
definition, the reserve capacity isthe thing that we want

to have when it's not runnina, and by definition it's the
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thing that a user doesn't want to pay for when it's not
running. So markets aren't going to solveitina

bilaterd way, because the thing needsto bein the
background for dl of us. Itis, inavery red sense, a
common good, a generd good, something that needs to be
established in an overdl approach.

The mechanics of the New England ICAPis
something that dl of the New England commissioners had
expressed pretty strong concerns about. The goals of it,
though, are athing that we also agree are very
attractive.

The one thing that | want to add is that FERC
can take a pecid role here, in part, through the kind of
commitment you've made through a serious market monitoring
unit, which | see you anticipating, not with afew people
like some of the |SOs have or a couple dozen like most of
them have, but with 50 to 100 to 150 people who can take a
seriouslook at it and turn it into something red and
meaningful, and the other thing isthat if you're going to
be taking that role serioudy, integrating itin a
coherent way with the other policies that you adopt is
vital. There needs to be a conscious consderation of
when to modify potentid transmisson rulesin order to
make sure that cagpacity that is available can be used,

when to have some kind of locationd pricing that sends a
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sggnd to put the capacity where it will be useful ingtead
of, as Tom may well be awvare, in Maine, on the wrong sde
of the congraint in the New England area.

The function that you have of knowing that the
effectiveness of price sgndsreaching end usersintime
to give them asgnd about what they do and don't want to
buy before they make an irrevocable commitment to flick a
switch and get it is something that you need to do,
because the measurements of capacity that merely say
herés atrend line into the future, let's not assume
therés any chance to influence it, will lead to the kind
of buying of capacity that doesn't do you any good, as
Loretta talked about, when there are alot of cheaper ways
to meet the need if you recognize that that anticipated
demand lineis avariable tha you can influence through
your -- and collectively we can improve together.

THE HONORABLE WOOQOD: Anyone dse? Fed freeto
walk up later. It'snot now or never. | thought that
thiswould be agood time to do that.

| certainly recognize the different markets and
the overriding different states of development, but |
guess the core issug, | think, Dick, you went to at one
level and certainly one that's kind of been making me
scratch my head for the past severd years as I've looked

a reserve marains and thouaht about how does



interruptibility on the demand sdefactor intha. You
mentioned -- and | didn't write it down fast enough, but
you mentioned some characteristics about demand side
resources that actualy could count toward, say, the 15
percent number.

How would you characterize that again?

THE HONORABLE HEMSTAD: Widll, it seemsto me
the demand side can be used to meet the reserve
requirement if it is quickly digpatchable or applicable so
that that particular utility can meet its security
requirements, but it hasto be firm. When | say "firm," |
mean be able to impose, just in the same way that, say,
new or reserve generation can be brought on. Y ou can have
demand decline brought onif it is gppropriately
structured.

THE HONORABLE WOOD: Let me usethis
opportunity to do alittle advertisement for the third of
our series of pands of the states this week is the demand
response conference on Vaentineés Day. That'swhy it's
inred, folks. We have good PR folks at the Commission.
It'sal day over a the Washington Convention Center.
Werre going to tak alittle bit about this, but certainly
because today | think y'dl brought it pretty close, as
did one of the Staff questions about how -- isit dways

hiaher than the around we're talking about here asfar as



the insurance that we need, and | think, Dick, you
answered that question and sure got me thinking back on
that issue.

Arethere any thoughts on this from other parts
of the country. Susan?

THE HONORABLE WEFALD: WEél, in our MAPP region
right now, its actud |load- shedding demand that can only
be counted. For example, wrapped water heaters don't
count on this, but if you have an interruptible system
where you can turn off ar conditioners a times of peak
demand, that counts. So | think therés smple
digtinctions that can be made here that are workable
dready in different parts of the country thet are being
counted toward the -- whatever percentage of reserves an
areathinksis appropriate.

THE HONORABLE WOOD: Maureen?

THE HONORABLE HELMER: | would just say for the
New York 1SO, | think the intention is once some of these
programs have atrack record so that a utility can look
forward to the summer and, you know, look for acertain
percentage of |oad to be dedlt with through a particular
program, they will do that.

The other thing though, isthat for the most
part the programsin New Y ork are for large commercid

cusomers. Until yvou have sophigticated, either inteard



meters or, as was pointed out, some kind of mechanism
which redly is automated so the utility redly can depend
onit, you're redly not going to go too deep into the
load. Our economists have done studiesin terms of how
much demand response would alow for a higher amount of
market share, if you will, by a generator where they can
exert market power. And just purdy for illudrative
purposes, a negative .05 price of dadticity for demand of
the market, if you had even 3 percent of the market, you
can exert market power.

Agan for illugtrative purposes, last summer
New Y ork's demand response was only at negative .01. So,
you know -- and that'swith farly -- that's 1500
megawatts of large commercid customers participating. So
you redly have to have farly deep penetration into the
demand market before you can redlly have an influence on
market power, but it is avery important component.

THE HONORABLE WOOQOD: Higoricaly, weve seen
the power indudtry use ingtantaneous interruptibility just
for reliability purposes so thet that flip of the switch,
dropping off the system, just a Sabilizer frequency or
otherwise restore the power grid, but now that we're
talking about in this context the balance of linking it to
an economic trade-off, it does become alot more

complicated. Tom, | know some of the thouahts vou put
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forward in your sevengtep program for fixing ICAP kind of
lead me to think along those lines.

At the end of the day, what isthe impact of
such a program, costwise, on the retall cusomer? Have
y'dl thought about how thisactudly -- | mean, you'rein
the unbundled states, too, but it would be truein a
bundled or unbundled state.

THE HONORABLE WELCH: The problem isit doesnt
redlly address the question of how you vaue and how you
count demand side sources. In fact, you can ignore them
completely for setting up a particular modd, but demand
sde overlays on both the long-term -- you know, "how soon
do you have to sart building capacity for five years from
now" question and the short-term operational reserve
ISsues.

In both the way that -- you approach it a
little bit differently. If you're looking out into the
future, for example, the mode | described trying to
figure out how much new generation you need coming on,
whoever is making that decision does have to do some
andyss of whether transmission congraints will be
removed and dso some andys's of whether demand
reductions will subdtitute at that future point for
generations s0 you don't have to buy new generation.

In the nearer-term operational reserve
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requirement issue, | think the question redlly isavery
difficult question which we have not yet solved in New
England, is how you get sufficiently insantaneous price
signdsto customers who would choose to drop off the
system instantaneoudy o they can be treated just like
dispatch generators. Right now, therés afair amount of
load, paradoxicaly most of theload in New England is
signed up for demand reduction as a name where you don't
need it because you're on the wrong side of the

condraint.

But | think if that problem can be solved so
that you can treat demand as just another resource, |
think you can have some, you know -- on dl of your
reserve markets, you can have some pretty dramatic
effects. But | don't think even if you solve that
particular problem you smultaneoudy, say, complement and
solve long-term capacity problems. | don't think you can
assume anything about your future cgpacity needs. You
just have to take demand into account as one of the three
factors.

MR. KELLY: Severd of the Commissoners talked
about roles, who should do what, and | wanted to focus on
that alittle bit. | can think of four things, at leas,
that need doing, and then the question is who would do

them.
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Oneis somebody needs to say thereisareserve
requirement for the region. It could be aregiond
reliability council. It could be FERC. It could be the
dates acting collectively, if it's aregion that
encompasses more than one state. It could be an RTO, and
maybe it could be something dse. Then if thereisa
requirement, somebody hasto say heréswhat it is, it's
an 18 percent reserve margin or one day in 10 years, and
you could ligt the same cast of characterswho might do
that, say, Sates acting collectively, FERC, regiond
council, RTO, et cetera.

Then it comesto aquestion of enforcement. If
the obligation is on aload-serving entity and it doesn't
meet the obligation, who enforces the obligation, because
if one entity doesnt, it will inevitably draw the
reserves of those who met their requirements, even if
they'rein other gates. And lastly, there's the question
of whether somebody should establish a market where people
can buy and sdl reserves.

So those are four different -- that'salong
question with four components, but | guess the point of
the question is that it's not quite, to my mind, just a
federd/dtateissue. Y ou could say the answer to the one
question is FERC and the other question isthe states

actina collectively and another quegtion, the answer is



the RTO, et cetera

Any comments on that from folks?

THE HONORABLE WEFALD: What has made thisissue
veay difficult, even in the lagt x months -- | will just
relate to my persona experiencein trying to keep track
of thisissue -- wasfirg | found it unable to map our
region to talk about capacity reserves, and | thought that
that'swhere | should go until about September when you
came out with your policy paper. And then | thought well,
| should go to the people who are organizing M1SO, our
regiond -- the proposed RTO, because | wastold that the
discussion had switched from the NERC rdigbility region
and was now being addressed at M1SO. Al right, so then |
garted thinking about how you would work through that
organization and perhaps gpproach this.

So then | cometo this meeting now, and I'm
told about in December that the FERC has put together
religbility into the -- well, FERC hasn't done this e,
excuse me, that FERC put out a paper in December that
suggested that there should be this standards council and
that now reliability is being consdered by that standards
council asapart of itswork, and that will be presented
to the FERC in another month, | think March 15th.

So now | don't know whether | should refocus my

efforts on MASB, ingtead of focusina on MISO or instead of
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focusing on the rdidhility region. So in 9x months,

I've had to be thinking about an approach to three
different potentiad organizations, and I've gone from one
that is somewhat regiond in nature involving seven

dates, to one that | thought maybe would encompass, was
it 12 gates and MISO. Now I'm thinking about | haveto
ded with thison anational scope. Y ou can see how
difficult it isfor usto try to keep up, and when Dick
Hemstad mentioned perhaps there should be incrementad
changes here on an issue aslarge as this, | could only

nod in agreement, because it's so difficult to try to keep
up a thistime on such an important issue to the whole
country and al the consumers.

MR. KELLY: Commissoner, if you could be Czar
and decide who you should go to on this, what would you
do?

THE HONORABLE WEFALD: What you're saying is
you would welcome suggestions from the Commissioners about
wherewe would like to dedl with this?

MR.KELLY: Yes.

THE HONORABLE WEFALD: All right, I will think
about that for a couple of minutes.

THE HONORABLE WELCH: 1 think this goes back to
what they said. The answersto the question is different

dependina upon what vour market is and who vou are dedlina
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with. | was ligening to Dick's comments, and he was
describing a Stuation that even if | thought overnight, |
can't get to. | don't have utilities with obligationsto
sarve. They don't exist. So it seemsto me one way of
gpproaching the question -- there's sort of two questions
here. Oneis, who decideswhat levd of reiability, per
s, isneeded in a particular market? And the answer to
that question might be different than the answer to the
question of who isit that decides what the market rules
are, the enforcing mechanisms are. Those are two very
different questions.

For the second one, at least -- for the first
one maybe a national standard makes sense, maybe it
doesn't. For the second question, it ssemsto me that the
sze of the entity or the geographic scope that the entity
represents that makes the decisions about how the market
capacity works, how it interacts with the energy market
hasto be at least as large as the Sze of the geographic
market you're looking a. | don't think it worksif you
have a New England market and a state decision on those
subjects. 1t might work if you had a New England market
and a FERC decision on the subjects. But | think | agree

with Diane that the best modd is onein which thetwo

geographic areas are congruent, where you have the group

that is makina the decisions about what kind of capacity
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market rules you want is in essence the trading area, and

if that happensto coincide with the RTO, which |

understand the Commission may want to achieve, that makes
acertain amount of sense.

The subsdiary question is, how do you get
governmentd input? And | think governmentd isimportant
here. | don't think for political reasons you want to
have some governmenta backstop to this, whether you could
have something less than FERC but more than a date,
actudly some formd authority hereisa palitica
question, but my senseis, to answer your question
directly, it hasto be, for New England right now, it
would have to be nothing smaler than the ISO to make
those decisions.

THE HONORABLE WOOD: Go ahead, Dick.

THE HONORABLE HEMSTAD: If | can just make the

generd comment. Agan, in the Wes, very different from
the other parts of the country. | think the solution is
sample and doquent, and we don't need a new ingtitution
todoit. To answer the question, the reserve requirement
for the region should be one, yes, the entire
interconnection, the reliability council doesit. Who
enforcesit, the riability council ether with some
legidation from Congress, and it should be amarket for

buvina and sAlina reserves. I there can be one, that
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should be the responghility of the utility asit Sts
there and balances the supply and demand.

If I can make a generd comment, Puget Sound
Energy, thisisin abundled retail state, no competition,
has now deployed amillion metersthat dlow ether time
of use or red-time pricing. So you don't necessarily
need competitive retall to deploy this kind of new
technology.

THE HONORABLE WOQD: Loretta?

THE HONORABLE LYNCH: And | have some questions

based on Kevin's questions, because they assume -- | guess
they assume certain factsthat | don't know what they are,
including 15 percent of what? What are we taking about
in terms of reserve, and when isthat measured? Do we
measure today for reserve for the next summer? Do we
measure it for 20057 What are we talking about in terms
of our basdline base case, and what assumptions are we
using when we get there? What hydro conditionsis that
based on? What westher conditionsis that based on? Are
we building for aone-in-50-year heat storm, or are we
building for one-in- 100-year, one-in-20-year,
one-in-10-year, al those kinds of questions, and how does
that going to rdate for Cdifornia? Because you can
assume heat sorm costsin Cadlifornia but you need to look

at the historica incidences of when that has ever
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occurred.

Usudly what's occurred in Cdiforniais a heat
gorminaregiond. So then isnt that aquestion of
transmission capacity rather than areserve capacity. Of
course, then it's reserve of what? Isthat available to
be run? Ingdled in the ground? Or isthat just
available in the marketplace today, because Cdifornias
exports quadrupled in the last two years. So dl those
questions, | think, need to be answered before we get to
the question of who sets a 15 percent reserve. And then
the other question that you asked, Susan, | would love to
be able to answer, whichisif you are czar or if | were
queen for aday, while | have often wanted to be queen for
aday, especidly in Cdiforniawhere | could just wipe
away the seven different entities that ded with
Cdifornia energy and impose my rule on Cdifornia-- |
know many in the audience think that iswhat I'm trying to
do -- | now undersgand most emphaticdly that | am not
queen for aday at dl, and that what | can do is bounded
by state law and court precedent.

And so | think whileit's an interesting
question to ask, you have to ground it in federd law,
because whatever we al would like, federd law and FERC
precedent controls, and that's where we have to go back to

the fundamenta beforewe can -- | quessit'sa



theoretical exercise, but | would much prefer the policy
endeavor of what is alowable under federd law and then,
in my case, what is dlowable under state law and teke it
from there.

THE HONORABLE WOQD: | will give et least a
thought here in reaction to, | guess, Dick and Loretta
since y'dl have been out in the West. Noraand | both
came into this, and one of the questions that as a state
regulator in fact that | was asking was, who was keeping
and who was the responsible adult for the whole West?

Loretta, you can't watch California and expect
that dl the rest of the states are going to -- and the
same thing goes true for Dick, and | guess what were
looking for in this process is who is going to be, going
forward, that person that asks dl the questions that
Lorettajust asked: What about a heat storm? What about
15 percent? What about, you know, maybe the ages of --
certan generators being available at dl? If it'sinthe
ground as long asit's not corroded, but it's hard to
count that. Can an RTO do this? And if the West is split
up into multiple RTOs, is there going to be a succeeding
or some body yet to be formed, is there some responsible
adult that isn't in Washington and is more than the Sate
capita available out there that can do this stuff and ask

those enaineering. vou know, basic aquestions and then



overlay on that the decision that maybe a collective group
of Western or Midwestern or Northeastern or Southeastern
regulators say, you know, from a policy basis, we think we
ought to have a cushion of this much, but that's kind of
our policy that asregiona regulators we want to do that.
THE HONORABLE LYNCH: Wél, you know, we used
to have a system they tell me that used to work well,
the -- the Western Regiond Council. Before Cdifornia
went out to the racesin this roller-coaster experiment,
we had a system where states maintained their sovereignty
but worked together and planned together. 1t was only
when California stepped back and for ideologica reasons
stopped planning in its own backyard and stopped building
and, you know, doing the transmission upgrades it needed
inits own backyard. When Cdiforniaingituted a bigger
than my neighbor kind of market system that encouraged the
rest of the Western sates to come in and profit off of
Cdlifornids problems, did that kind of system bresk down?
So | think implicit in your questionis an
assumption that the states actually can't take care of
themselves, and at least for Cdifornia, which ishuge,
I'd at least like achance to kind of fix some of our own
problems, and perhaps participate, for instance, with
Washington. In the systems we used to have where

evervbody had a respectful relationship rather than akind
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of "put dl the catsin abig black bag with afox"
relationship and see who came out.

THE HONORABLE HEMSTAD: Agan, inthe West --
in the Northwest, we've even managed through our severe
drought last year, | think, reatively easily even though
it was the worst drought in 50 years. What we could not
manage through was the dysfunctiond wholesde market over
which we had no control at dl. That just created
absolute chaos in the West. But, you know, the worst
drought in 50 years and we could manage that, | think,
reasonably effectively, with some pain, through our demand
response mechanisms and the like, and life would have gone
on rdatively eadly, but it was the wholesde market theat
killed us and killed the entire West, and it was only
until FERC stepped in findly that we got some semblance
of order back into the system.

But | don't think that system that worked well
for years has disgppeared. We Hill have a Western
Rdiability Council that is a collective mechanism in
which everybody participates that's able to set the
short-term security requirements, and then isimposed down
through the system. It isboth -- it is cooperative and
ultimately hopefully mandatory, and with thet, the sysem
will continue to work for us. Again, other parts of the

country, obvioudy are very different.



THE HONORABLE MUNNS: | would just reiterate
what | said before. | just dontt think it'slife the way
that it's been. Once we opened up those -- the wholesde
market and we had dl the reorganization and consolidation
of our utilities and the fact that we have states that are
restructured and other states whose markets are closed
gets us to a Stuation where we have to look at new and
different ways a handling this. It isanew sysem. We
can probably take some of what we did before, but we're
going to have to gpply it in light of these changes that
are going on out there.

Now, you talk about whether the RTOs can doit.
Over time, they can probably do it, but right now they're
having a hard time just getting done with what's on their
plaeasitis Andthisisdl a atimewhereinthis
country we're putting generation on. Were not going to
have the luxury of Stting down and making out anice big
plan of how should we fix our transmission congtraints and
where should we put on the generation, whereisit
optima. We're going through a cycle right now we're
going to put generation on, and it's probably not going to
be the most efficient, asif we had had the opportunity to
do dl of that. Yeah, the RTO can probably do that, but
they're certainly not in any pogition to take that on as

another duty riaht now.
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THE HONORABLE SHOWALTER: Marilyn Showdlter,
the chairman of the Washington State Commisson. And
Chairman Wood, | wanted to answer both of their questions
but backwards, that is, who is the responsible adullt.

It's like asking who is responsible for raisng our
children, and the answer is parents are ultimatey
respongble for their children, and then there are other
inditutions that build around that basic unit, and in the
West, the answer is dill it'sthe utility. The utility

has an obligation to serve its customers. The utility has
that legd obligation to go out and find enough
electricity to serve, and it'sthe -- just astruant

officers and police officers and other people enforce that
parentd obligation to raise children, regulators and
others enforce the obligation to serve.

What | think you're hearing here, though, is
that in states or regions where that fundamenta
obligation to serve has been severed and people are
looking for alot of different answers, where it hasn't
been severed, it isapaternd system, and the andogy is
it'sapaterndigtic system or materndistic maybe. Where
that has -- where that fundamentd obligations has not
been severed, FERC should not help sever it. In other
words, where that very eegant relaionship that has

worked pretty well isin place, then make the FERC and RTO
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and other measures work with that fundamenta obligation,
becauseit is gpplicable.

| wanted to go back, though, to your first
question, which was about demand response and
interruptible tariffs, et cetera, and some of Maureen's
comments and others, and make the observation that it may
be important to have amix and variety of demand response
measures o that if dl you had was a couple of big
industria customers who could have had you over a barrel
when they needed to, they would probably demand a pretty
high price. But if you have amix, you have the same --
the same principles as amix of short-term and longer term
and supply market supply contracts or peskers. These are
dippers, or in the negative, you can have, aswedo in
Washington, avery broad set of programs, but so
potentidly even more.

So we have atariff that we approved that
dlows Puget to interrupt its customers for economic
reasons, and the price that those customers get in the
rest of the year islower, S0 that they have bought into a
lower rate if they agree to be interrupted. But we dso
alow Puget and others to post a price on the day-ahead
market. If you'll shut down tomorrow, | don't care who
you ae, | will pay you X. So that will be more like the

dav-ahead. We had, while it was economic to do so,
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conservation credits to the mass market. If you save so
much over last year, we will pay you. As Dick mentioned,
we have 283,000 residentid customers on time-of-use
market with time-of-use meters. When the ability to
fluctuate the rates, either generally over a season, and
when we have summertime, dinner time, breskfast rates or
dinnertime and breskfadt rates, but it'sinfinitely
flexible in terms of the type of rates that could be
imposed, assuming they're judtified. But if you get a mix
like that, then you redly do have -- judt think of the
graph. You have your peskers and your long-term
conservation in the summer, et cetera, that should work,
more or less the same way the contracts do on the positive
Sde.

| don't think it's atotal subgtitute, but it's
apartia subgtitute and could save alot of money,
because in the end, some of these measures that we did
redly didn't have the kind of economic consequence to the
customers that they maybe -- you would have thought they
might demand. One of the differences between alarge
industrid customer as an economic agent -- citizensare
just citizens. If you apped to them to save extraon a
certain day, they can do that. That'sjust a the free
end of the response. It dso makes sense to pay them for

when they are producina the effect that we want.
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And the find point | would like to makeis
once again in aregulated system, you can achieve these
very quickly. | noted that Oregon, which isgoing to go
on aderegulated system, has signed up 63 people who want
to be on red-time meters. 1n aday we had 283,000, and
there's atremendous collective power of doing that for
the common good.

So my bottom-line pleaiis where there are
regulated retall systemsthat are working wdll, dlow us
to keep what works well when consdering your wholesale
systems.

THE HONORABLE WOOD: And | want to agree. |
think that's actualy pretty smpleto do. It'swhen
yourein agrid that has amixture -- and | think that's
probably the case. You may dl in the West be back in
that system aswell, but | think everywhereelsehasa
mix. | think the free-loader issue is a mistake that's
open, that they don't have obligationsto serve and
they're kind of leaning hard on the Sates that are
putting the 15 percent tax on everybody e se to make sure
were reliable and things like that. So it'strying to
make sure the trend- setting markets that we have -- |
agree, coming from aformerly bundled date, it was easy
to dap the 15 percent on the top, and the 15 percent went

to people that actudly built plants.
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| think we alowed 25 percent of that to be
atributable to the type of thing that Dick was talking
about, the ingantaneoudy interruptible that you could
actudly bank and count on. It was alot eeser in that
world, but weve got such amixture, weve got to think
through how to make sure there aren't free-loaders and
people are paying their fair share.

MR. MEYERS: I'd like to ask, for those of you
who do fed, like Diane, that thereisaregiond role to
st reserve margins and redlly plan out the entire supply
and demand equation for the short-term, and long-term
as0, do you see any benefit for state commissonersto
get together in some sort of a council and work with an
RTO to do this sort of planning, or would you prefer to
day with exiding inditutions?

THE HONORABLE WEFALD: One of the problems of
working through the RTO isthat not al companiesthese
dayshavetojoin an RTO. So to work exclusvdy through
the RTO and then requirements are put in place,
enforceable requirements are put in place for those who
are members of an RTO, it may serve as adisncentive for
those companies who do not haveto joinan RTO tojoin an
RTO. Now, those companies may have been good citizensin
the padt, voluntarily participating in reliability region

quiddlines. So there should be a place for those



companies who don't have to become members of RTOs a the
present timeto dill participate in this process of
reiability.

And s0 | guess that's my only reason for not
saying that they should al be done through the RTO. So
then | go to the idea of, perhaps, then we should be asa
region working with our reliability regions, because we
have sde-by-sde reiability regions, MAPP, MAIN, and we
could have the potentid of having othersin MISO. We
have dreaedy experienced the difficulties of having --
last summer | think it was, we had one company in lowa
that said | think I'm going to switch reliability regions,
because one rdiability region has enforceable reserves
and the other one doesn't. And so they said okay, | think
were going to switch, and there redly was nothing that
MAPP could do about that except they tried to put into
place some financid requirements for that company to
switch. But those are the difficulties that we're facing
these days in our region and are not easy Stuations for
some.

| do think it would be aredly good ideaif
the states in our region came together, in the MI1SO region
asadtart, and sat down to talk about these issues of
capacity reserves. And so | thank you very much for

raisna thisissue to the leve that vou have, because |



think it has brought it to the atention of more people of
how important it is, and | hope we can facilitate aMAPP
In some way.

THE HONORABLE WOOQOD: | definitely remembered
you persondly bringing that up, Susan, in that conference
cdl, probably one of the first things that came out was a
MISO's greet but let's make sure we don't forget about
this, and we don't want to. We want to make sure it's
done the most efficiently.

Why did it not stay with the reliability
region? What event transpired that that kind of shifted
over to MISO from MAPP?

THE HONORABLE WEFALD: What | understand iswe
have anumber of rdiability regions, and they dl have
different requirements. And so even when -- therewasa
merger suggested last year between MAPP and MAIN. Wdl,
then, the requirements for enforced reserves became an
issue. Wefdt it was so important to keep these enforced
reserves, and the other MAIN doesn't have enforced
reserves, and people were not ready to compromise on that
issue at that point.

And quite frankly, | was one who didn't think
we should compromise on that issue. | think enforcesble
reserves are very important.

THE HONORABLE WELCH: | think Susan's answer
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highlights the answer | would give to that question. It's
aways nice for state commissioners to get together
informally, through formd sructures, and provide input
for things like the RTO, but that actudly isn't the
difficult quegtion. The difficult question iswho hasthe
ability to force things to hgppen and force things not to
happen, and there isn't anything between the individud
dates and the federd government right now. It's either
FERC or the states, and the example we gave is a perfect
example. There wasn't any regiond group -- | don't know
what FERC's authority might have been in that Stuation,
but there wasn't any one state that could bind or any
collection of states that could bind a recalcitrant state
to reach adirect decision.

Y ou asked the question whether or not the
gates should find away to paticipate in the RTO
process. Absolutely. But the fact that we participate in
the process by our input is not the same thing as saying
we have any clout collectively as things now stand. Now,
there are some discussions underway at various levels
about whether or not Congress should pass legidation
permitting interstate compacts, multistate compacts, to
dedl with these issues and talk about various other
things. Right now there ian't anything there. So again,

if vou want -- if it isimportant to have agnale
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decisonmaker dedling with aregiond market on aregiond
bass, I'm not sure there's an dternative right now to do
that.

THE HONORABLE WOOD: With that frightening
thought, Loretta, we will let you have the last word.

THE HONORABLE LYNCH: | just wanted to point
out what my mom used to do. | come from afamily of ax
girls and talks about abunch of caisinabag. She
sarted out with okay, imposing what the rules were on us,
and it never did quite work because we'd just undermine
each other and grump around the house and were generdly
miserable and took it out on her. Until she started
making us vulnerable and say work it out yourselves.
Eventudly we figured out how to do that and be respectful
of our individud quirks. That's how rulesworked in my
house, and | take that forward with me, understanding what
it'slike to have rulesimposed as the rules devel oped.

THE HONORABLE WOOD: We will thank everybody,
our wonderful pandigts, and we will see you on the 14th
at the D.C. Convention Center, at 8:30.

(Whereupon, at 5:45 p.m., the workshop was

concluded.)
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